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Federal Housing Finance Board

Memorandum

August 27, 1991

TO Philip L. Conover _
Director, District Banks Directorate

FROM : Beth L. dino
CGeneral Counsel

SUBJECT: Treatnent of Participation Transactions Proposed
Under the Master Participation Agreenent

| SSUE:

Wiet her Earticipation of advances anong the Federal Honme Loan
Banks (FHLBanks) proposed under the Master Participation Agreenent
(MPA) may be treated as sal es transactions, divesting the
transferor FHLBank of ownership in the advance; or et her such
participations nmust be treated as financinﬁ_transactions, whi ch do
not divest the transferor FHLBank’s ownership interest.

CONCLUSI ON:

Wil e the proposed MPA contains many features of a sales
transaction, the absence of a ratable share of |oss may not be
deened sufficient to effect a sale, rather than a financing. If
the proposed MPA is revised to provide for a pro rata loss =
sharing, the MPA clearly would effect a sale. ccordingly, it is
for the Federal Housing Finance Board (Finance Board) to determ ne
as a matter of policy whether transactions under the proposed MPA
transfer ownership.

DI SCUSSI ON:
. BACKGROUND

The O fice of the General Counsel received a |etter dated
May 29, 1991, from Dana A. Yealy, Ceneral Counsel of the
FH{Bank-Pittsburgh, requesting our opinion on whether the Finance
Board will treat transactions between FHLBanks pursuant to the
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?roposed Master Participation Agreenent® as sales, rather than
i nanci ngs.

As discussed below, this opinion concludes that:
(1) Particiﬁation transactions under the MPA may not be sufficient
to divest the transferor FHLBank of ownership in an advance
because the MPA does not transfer a ratable share of the risk of
| oss associated with the advance; (2) If the MPA were to provide
in all cases for the transfer of a ratable share of the risk of
| oss associated with an advance, the MPA transactions clearly
woul d effect a transfer of ownership in the advance; and (3) The
Fi nance Board may decide as a matter of policy whether MPA
transactions that do not shift a pro rata share of the risk effect
a transfer of ownership in the advance.

1. THE FHLBANKS ARE AUTHORI ZED TO TRANSFER OANERSH P CF THEIR‘ANK
ADVANCES TO OTHER FHLBANKS UNDER SUBSECTTON 10(d) OF THE B,

ACT

A A FHLBank Can Transfer Oanership of Its Advances to
Another FHLBank by Sale or Participation

Subsection 10(d) of the Federal Hone Loan Bank Act (Bank Act)
aut hori zes any FHLBank to transfer its advances to any other
FHLBank, subject to the Finance Board's approval. See 12U.S. C A
§ 1430(d) (West Supp. 1990). Under subsection 10(d), the transfer
of an advance between FHLBanks can take the formof a sale, wth
or wWithout recourse, or the transferring FHLBank can "allow [the
transferee FHLBank) a participation [in the advance.)” Id.; see
al so Spec. Couns. Mem of Dec. 11, 1981, Dot. No. 2498 (\estlaw
Private Library) at 8 n.1 (stating that since subsection 10(d%
aut hori zes FHLBanks to participate in advances, it is clear that a
FHLBank is not prohibited fromholding an interest in advances
that are outstanding to nenbers of other FHLBanks). In connection
with a participation in another FHLBank's advance, the FHLBank
that accepts the payt|0|ﬁat|on must receive “an appropriate
assignment of security therefor.” 12 U S C A § 1430(d) (West
supp. 1990).

1. The MPAis a nodel contract dated May 22, 1991 whose terns
govern individual |oan transfer transactions (MPA transactions)
between the FHLBanks that are parties to the MPA.  In an MPA
transaction, a FHLBank that nakes an advance to a nember borrower
transfers part of its interest in the advance to one or nore other
FHLBanks. ~ See MPA 8§ 2.02, 2.06. Under the MPA, the transferor
FHLBank is required to retain at |east a 20 Percent interest in
the advance at all tinmes and is responsible tor servicing the
advance. See id. 8§ 3.01, 2.03. Paynents of principal and

i nterest by-the-borrower are applied first to the transferee
FHLBanks on a pro rata basis and then to the transferor FHLBank.
See id. § 2.06. Sinlarly, upon default by the borrower, the
transferor FHLBank's right to repaynent is subordinate to that of
the transferee FHLBanks. See id. § 5.03.
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B. The MPA Transactions Appear to Cone Wthin the
Definition of "Participation” Under Subsection 10(d) of
the Bank Act

The MPA transactions appear to come within subsection 10(d),
whi ch states that a FHLBank can all ow another FHLBank a
participation in its advance. See id. The plain neaning of the
term “participation” as it appears in subsection 10(d) is not
clear. W have found nothing in the legislative history of
subsection 10(d) that explains what type of transaction,Congress
intended to describe by using the term “participation.* Furt her,
we have found no case [aw or opinions of the former Federal Home
Loan Bank Board's General Counsel interpreting the term
“participation” in subsection 10(d) of the Bank Act.

When a technical termappears in a statute, it is presuned to
have its technical neaning, absent legislative intent to the
contrary. See 2A N Singer, Sutherland, Principles of Statutory
Construction § 47.29, at 234 (Sands 4th ed. 1984). Accordln% fo
Its technical neaning, “participation” is a financial term that
refers to a transaction in which a | ender nmakes a loan to a
borrower and portions or shares of the loan are allotted to one or
nore other lenders. See G Minn, F. Garcia 6 C._ Wefel
Encycl opedi a of Banking & Finance 796 (1991). The party that
makes the underTyrng Toan to the borrower is the “lead” |ender and
the parties that receive shares in the underlying |oan are _
“participating” lenders. See id. The_ﬁart|es to a participation
agreenment can structure the allotment of the shares of the
underlying |oan as either a sale or a financing. See 2 R N mmer
Commerci al Asset -Based Financing 8§ 9:10 (1988).

~The MPA transactions appear to come within the technical
neanln% of “participation” as that termis used in subsection
10(d) because the MPA refers to loan transfer transacti ons between
the FHLBanks that are parties to the MPA as “Participation
Transactions.” See MPA § 2.10. Each “Participation Transaction”
involves the transfer froma |lead FHLBank to one or nore
participating FHLBanks of a portion of the |ead FHLBank's interest
In an advance as well as an interest in the underlying borrower’s
collateral. See id. § 2.16. Thus, each MPA transaction falls
within the general technical definition of participation as it is
used in subsection 10(d) of the Bank Act.

2.  The current subsection 10(d) was part of the original Bank Act
and has not been anended to date. See Federal Hone Loan Bank Act,
ch. 522, § 10(d), 47 Stat. 725, 732. (1932).
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[11. THE MPA TRANSACTI ONS MAY NOT TRANSFER OMERSH P OF THE LEAD

A In Oder for a FHLBank to Transfer Owmership of its
Advances to O her FHLBanks, the Lead FHLBank Mist Sel
An Interest 1n the Advance to the O her FHLBanks

In order to transfer ownership of part of an advance pursuant
to a participation transaction, the lead |ender nust sell an
ownership interest in the advance to the participating |ender.

2 R Nimrer, supra § 99:10. Wen, instead, a participation
transaction constitutes a loan or financing, it does not effect a
transfer of an ownership interest in the advance. See id.

B. The MPA Transactions Have Sonme Characteristics of Sal es
Transactions

1. The MPA Contai ns Lanquage of Sal e

The MPA describes each “participation transaction” in terms
ofasale transaction. A sale transaction usually involves the
transfer of an ownership interest in return for consideration.
See, e.g.) UCC 8 2-206(1) (1977) (stating, ‘a ‘sale’ consists
in thée passing of title fromthe seller to the buyer for a price
..."). Section 2.02 of the MPA states that “the Lead Bank
shal [ sel | and the Participating Bank shall purchase . . . a
Participating Interest in the Advance.” A “Participating
Interest” is ‘an undivided pro rata ownership interest in [an
advance].” MPA § 2.06. Thus, the MPA's definition of a
“participation transaction” conports with the concept of a sales
transaction because it provides for the transfer w thout recourse
of an “ownership interest” fromthe seller to the purchaser in
return for a “Purchase Amount."

2. The Procedure forServicing the Underlying Advance
IS Strucfured as 1f the VPA Transactions Effected a
Sale of an Omnership Tnierest

Wien aparticipation transaction constitutes a sale of an
interest in the underlying obligation, the participant’s return on
i nvestment conmes fromthe proceeds of the underlying obligation.
See 2 R Ninmmer, supra § 9:10. Under the MPA transactions, the
borrower’s repaynents of the advance are received on a pro_rata
basis by the resgective hol ders of each“Participating Interest,”
rather than only by the lead FHLBank. Al though the |'ead FHLBank

3.  “Purchase Amount” is defined in section 1.01(u) of the MPA as
“the anmount paid by the Participating Bank for the Participating
Interest asstated in the Confirmation.”



collects all payments of principal and interest, it acts as a
trustee of those funds that correspond to the artipipating _
FHLBanks’' shares of the advance. he | ead FHLBank is a fiduciary
to the participating FHLBanks. See MPA § 3.01. It holds the
repayments in trust and distributes themto the participating
FHLBanks. See id. 8 3.03. In contrast, in a financing
transaction the |ead bank has an ownership interest in al
repaynents of the advance, and the participating banks | ook only
to the lead bank, not to the borrower, for repaynent.

3. The Participating FHLBanks Do Not Have a Ri ght of
Recour S€_Agal nst_the Lead FHCBank

The MPA transactions are unlike |oan transactions because the
participating FHLBanks enter into the transactions wthout an
express right of recourse against the | ead FHLBank. According to
regul ations pronul gated by the Ofice of Thrift Supervision (OTS),
“Wth recourse nmeans, in connection with a.. . participation
interest in a loan, an agreement . . . under which the purchaser
is to be entitled to receive fromthesellerasum of noney . .
upon default in paynment of any loan involved . . . .” 12C F.R
§ 561.55 (1991). The MPA has no provision under which the |ead
FHLBank, or “seller," nust pay a participating FHLBank, or
“purchaser, " any sumin the event the borrower defaul tSge MPA
§ 206. In contrast to the MPA transactions, in aloan
transaction the particiFatin? | ender ordinarily retains the right
to collect against the |ead [ender should the borrower default on
the underlying obligation. See 2 R Nnmer, supra 8 9:10

C. A Ratable Sharing of R sk maybe Required to Effect a
Sales Transaction

1 Authorities Differ on Wiether aSales Transaction
Requires that Risk of Loss Transfer onaPro Rata
Basis
The determ nant of whether a participation transaction is a
sale of an ownership interest in an advance -- as opposed to a
| oan fromthe participating |ender -- is whether the transaction

shifts actualcreditri sk of the underlging obligation to the
articipant. See 2 R Nmmer, supra 8 9:10; Inre SSOAW
nter., 32 Bankr. 279 (Bankr. . 1ex. 1983) (holding that when a
participation transaction is a sale, the participant normally
assunes the sane risk as that of the person selling the
participation). If the participating | ender does not acquire
present ownership rights of all attributes of the underlying
obligation, including the risk of |oss on the underlying
obligation, then the transaction is nore a |loan than a sale. See
2 R Nmer, supra § 9:10; P. Wil, Asset-Backed Lending, An
I ntroductory Quide to Secured-Financing 397 (1989).




In light of the legal requirenents for a participation, nost
financial institution regulators have determned that a
partipiﬁation may be a sale only if it is without recourse and if
the risk of loss transfers on a pro rata basis. The banking
regul ators have taken the position that a participation
transaction constitutes a sale of an interest in a loan only if
the participating | ender bears a portion of the risk of |oss
associated with the entire loan in direct proportion (pro rata) to
its percentage interest in the entire |oan. However, the
does not require such a ratable sharing of risk and deems |oans
sold with recourse to be participations. This divergence of
views between the banking regulators and the OTS highlights the
fact that a pro rata sharing of the risks is not essential to
create a sale of a participation. Thus, whether or not to require
a pro rata shifting of the risk of loss for FHLBank participations
Is a policy judgment to be made by the Finance Board.

2. The MPA Transactions Do Not Transfer the Ri sk of
[0SS Associated Wth the Underlying Advance on a
Pro Rata Basl s

In Article V, entitled “Procedures Upon Default,” the MPA
provi des that upon default by the borrower and disposition of
collateral, the lead FHLBank’s rights to repaynent of principa
and interest are subordinated to the rights to repaynent of

4. See Office of the Conptroller of the Currency (OCC) Interp.
Letter No. 256, April 4, 1983, Bankln? L. Rep. (CCH 1 85,420
(1983-84 Tr. Binder) (stating that a l'oan participation is a
“true" participation only if there is a pro rata sharing of market
and credit risks between the seller and the participant); see also
12 CF. R § 32.107 (1991) (OCC regulation stating that in order to
renove a loan froma bank’s lending |imt, a participation nust
result in a pro rata sharing of credit risk proportionate to the
respective interests of the or|?|nat|ng and participating

| enders); Consolidated Report of Condition and I ncome (Call Report
I nstructions) pronulgated by the Federal Financial Institutions
Exam nati on Council (FFIEC)pursuant to 12 U S.C. § 3301 (1988).

5. See 12 cFR. 8 563c.14 (OIS regulation permtting thrift
institutions to report |loans sold with recourse as a
participation); see also RePorting by Transferors of Receivables
with Recourse, Statenents of Financial Accounting Standards

No. 77, 8 5 (Fin. Accounting Standards Bd. 1989).



principal and interest ofthe participating FHLBanks. ¢ The effect
of section 503is to place a dispr%gortionate amount of the risk
of loss on the |ead FHLBank. The Ofice of the Conmptroller of the
Currency specifically addressed a participation agreement with
simlar ternms in OCC Interp. Letter No. 256, April 4, 1983. See
Banking L. Rep. (CCH) ¢ 85,420 (1983-84 Tr. Binder). The OCC
stated that the inclusion of a provision in a participation
agreenent that, in the case of default, no payments shall be nade
to the [ead bank until the participating bank has been fully
repai d negates the sharing of credit risk, which nmust be present
In a true participation.’

Because the MPA is structured so that in some cases the |ead
FHLBank' s share of |osses upon default is greater than its
Broportlonal interest in the underl¥|ng advance, the |ead FHLBank
Fﬁﬁés E greater proportional risk of loss than the participating

anks.

Since there are differences anong the authorities on whether
a sales transaction requires that risk of loss transfer on a pro
rata basis, it is for the Finance Board to decide, as a matter of
policy, whether pro rata risk of loss nust transfer for the
participation of a FHLBank advance pursuant to the MPA to be a
sales transaction. However, if the MPAis revised to provide for
transfer of a ratable share of the risk of |oss associated with an
advance, such MPA transactions clearly would effect a transfer of
ownership in, and thus a sale of, the advance.

6. Section 5030f the MPA provides that qun default by the
underlying borrower, after the lead FHLBank is reinbursed for any
adm ni strative costs, see MPA 8§ 5.03(a), the proceeds of the

| iquidation of the borrower’s collateral are distributed in the
following order: First, each participating FHLBank receives any
accrued and unpaid interest that it is due fromthe borrower, in
proportion to that participating FHLBank’s share of the total
accrued and unpaid interest owed to all the FHLBanks. See id.

§ 5.03(b). Second, each participating FHLBank receives payment of
Its outstanding principal balance on the advance, in proportion to
that participating FHLBank’s share of the total outstanding
principal balance owed to all the FHLBanks. See id. § 5.03(c)
Third, the |lead FHLBank receives any accrued and unpaid interest
that it is due fromthe borrower. See id. § 5.03(d). Fourth, the
| ead FHLBank receives its share of the outstanding principal

bal ance on the advance. See id. 8§ 5.03(e).

7. Although Interpretive Letter No. 256is based in part on

12 C.F.R § 7.1135, which was renoved in 1983, the principle that
“true” participations involve pro rata risk sharing is currently
enbodied in 12 CF. R § 32.107Q(T9915



3. Provi sion for Amendnment of the MPA

Even if section 5030f the MPA were changed to elinm nate the
subordination of the |ead FHLBank's ri %ht to repaynent upon
default, there is a possibility that the FHLBanks might structure
i ndi vidual MPA transactions so that a di sproportionate amunt of
the risk of loss remained with the lead FHLBank. Section 2.02
states that in individual transactions made pursuant to the MPA,
the parties to the MPA may nodify, amend, or waive any of its
provisions as long as the change is executed by the party against
whomit is asserted and pertains only to the individual
transaction. See mMPA § 6.02. |f the FHLBanks were to amend the
MPA in individual MPA transactions to include a duty of the |ead
FHLBank to repurchase the advance upon request of a participating
FHLBank or a right of recourse agai nst the lead FHLBank in the
event of default, the risk of |o0ss associated with each advance
would remain with the | ead FHLBank. \Wether or not a transaction
under the provision for amendmentof the MPA would constitute a
sale wi |l depend on theanendnent and on policy determ nations
made by the Finance Board.

IV CONCLUSION:

The proposed participation transactions do not transfer a
ratable share of t he risk of |oss associated with the advance from
the lead FHLBank to the participant. [If the MPA is revised to
provide for transfer of a ratable share of the risk of loss
associated with an advance, such MPA transactions clearly woul d
effect a transfer of ownership in the advance. Whether such a
change is requi red depends on whether the Finance Board adopts the
approach taken by the banking regulators and FFIEC or the approach
taken by the OTS and the Financial Accounti ng Standards Board.

th L. €limo—
General Counsel




